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IN THE UNITED STATES COURT OF APPFALS 


FOR THE NINTH CIRCUIT 


No. 21795-A 
MARGARET C. LOWTHIAN, 


Petitioner 


COMMISSIONER OF INTERNAL REVENUE, 


Respondent 


ON PETITION FOR REVIEW OF THE DECISION OF THE 


TAX COURT OF THE UNITED STATES 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 


The memorandum findings of fact and opinion of the Tax Court 
1 
(TR. 114-151), are not officially reported. 


1/ “I-R." references are to Volume I of the record on appeal. 
‘II-R." references are to Volume II of the record on appeal. 
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JURISDICTION 

The petition for review (I-R. 168-174) involves deficiencies 
in federal income tax for the taxable years 1956, 1957, 1958 and 
1960 in the amount of $38,763.01. On July 29, 1964, the Commissioner 
of Internal Revenue mailed to the taxpayer a notice of deficiency 
asserting deficiencies in tax for the years 1956, 1957, 1958 and 1960 
totaling $38,763.01. (I-R. 21-29.) Within ninety days thereafter, 
on October 19, 1964, the taxpayer filed a petition with the Tax Court 
for a redetermination of these deficiencies under the provisions of 
Section 6213 of the Internal Revenue Code of 1954. (I-R. 13-29.) The 
decision of the Tax Court was Bere December 30, 1966. (I-R. 153.) 
The case is brought to this Court by a petition for review filed 
March 29, 1967 (I-R. 168-174), within the three-month period prescribe 
in Section 7483 of the Internal Revenue Code of 1954. Jurisdiction is 
conferred on this Court by Section 7482 of that Code. 

QUESTIONS PRESENTED 

1. Whether the Tax Court was correct in deciding that a 
Re ee had been holding land for sale to customers in the ordinar 
course of its trade or business. 

ec. Whether the Tax Court was correct in deciding that the 
Commissioner had not abused his administrative discretion in reopening 


taxpayer's income tax return which had been previously audited. 
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STATUTES AND OTHER AUTHORITY INVOLVED 
The pertinent provisions of the statutes involved and Revenue 


Procedure are set out in Appendix, infra. 
STATEMENT 
The facts relevant to this appeal, as found by the Tax Court 


(I-R. 115-134), some of which were stipulated, are substantially as 


follows: 


Taxpayer is a single woman. She resides in San Diego County, 
California, and filed her tax returns for the years in question with 
tine District Director of Internal Revenue at Los Angeles, California. 


(I-R. 115-116.) 
2 


Prom O23 through the time of trial, Freeland has been a full 
time civil and structural engineer living and working in San Diego 
Bevo, Calitornia. He is licensed to practice by California and 


certain other states and has been and continues to be a member of 


2] In the Tax Court, this case was consolidated with that of Estate 


of Eugene L. Freeland, Deceased, by Security First National Bank, a 
national banking association, Executor, and Vera Good Freeland, by L. 
N. Turrentine, Conservator. The Tax Court stated (I-R. 116): 


At all times material Lowthian was Freeland's secretary 
and business associate. Her participation in the 
transactions involved herein was through and with 
Freeland. The tax treatment accorded to Freeland will 
control with respect to the tax treatment of the 
transactions as far as Lowthian is concerned. 


Accordingly, although separate appeals have been taken by Freeland 
(No. 21795) and Lowthian, the facts relevant to Lowthian's case 
will deal essentially with Freeland's activities. True, taxpayer 
urges (Br. 17-18) that this is error, but we will reply to this 
contention in the Argument portion of our brief. 
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numerous professional engineering associations and societies. During 
the years involved herein, he was a senior member of a civil engineering 
firm and a structural engineering firm. (I-R. 116.) 

Freeland's practice has included land surveying, the design of 
municipal improvements, the subdivision of land, and the design of 
buildings and structures. He rendered professional services in some 
of the larger real estate developments in the San Diego area and 
included among his clients some of the area's most active real estate 
subdividers and developers. Because of the rapid growth of San Diego 
County prior to and during the years in question, and because of his 
excellent reputation, Freeland's practice has been financially 
successful. The growth of San Diego County has also resulted ina 
continuing and substantial appreciation in real estate values. (I-R. 
116-117.) 

Among the many land developers employing Freeland and/or his 
civil engineering firm (hereafter referred to as the "engineering 
partnership") were George T. Forbes and Theodore M. Jacobs, doing 
business as Kensington Heights Company. In the late 1940's and again 
in 1951 and 1953, the engineering partnership rendered services to 
Kensington with respect to the so-called Waring Ranch property in the 
form of surveying the land, preparing boundary, topographical and 
master plan maps thereof, and representation before the City of San 
Diego Planning Commission and other city departments in its efforts 
to have the land annexed to the City of San Diego so as to make it 


more salable. Four hundred acres were annexed in 1951 and subsequently 
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sold by Kensington. An additional 1,300 acres were annexed in 1952 
or 1953 and sold by Kensington to Bollenbacher & Kelton, inc., 
subdividers and developers. The engineering partnership was then 
employed by Bollenbacher & Kelton, Inc.,to do the engineering work 
on the subdivision and development of the 1,300 acres. (I-R. 117.) 

In 1953, efforts were made by Kensington to heve the Slbyoh 
San Diego annex the remaining 4,500 acres. At the time of the 
annexation proceedings, the engineering partnership prepared a master 
plan map of the area, which indicated the lines along which development 
might feasibly proceed. The City of San Diego annexed the 4,500 acres 
in December of 1953. The 4,500 se contained a lake, some canyons, 
and a mountain rising about 1,100 feet above the surrounding terrain. 
(I-R. 118.) 

Shortly before the annexation, Kensington sought Freeland's 
help in finding a buyer for the 4,500 acres. Freeland contacted 
several clients who were not interested because they thought that 
development and subdivision of the area was too remote in time. 

(I-R. 118.) 

In April, 1954, Kensington gave Freeland a verbal option on the 
land. Freeland and one of his developer-clients, Sam Berger, decided 
to form a partnership to purchase the land. On August 6, 1954, they 
entered into an agreement to form the partnership, the terms of which 
were to be reduced to writing in the near future. Under the agreement, 
Berger was to enter into an escrow in his own name for the purchase of 
the land from Kensington. Before the close of the escrow, Berger was 


to nominate the partnership to take title to the land. (I-R. 118.) 
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Berger negotiated the terms for the purchase with Kensington. 
In the course of the discussions, Berger indicated that the whole 
4,500 acres would be developed as soon as possible and that he had 
$20,000,000 in financing available, which was not in fact the case. 
Berger also told Kensington that the purchase price would be paid off 
in about three years. (I-R. 118-119.) 

On August 6, 1954, Berger entered into an escrow agreement with 
Kensington. The agreement provided for a total consideration of 
$h 676,666.66 (computed on the basis of $800 per acre plus interest 
at 3 1/3 percent), payable $100,00 down and the balance in 20 annual 
installments. The purchase price was to be evidenced by an installment 
promissory note, the first installment of $180,000 to become due on 
August 6, 1955, with the remaining installments due annually thereafter 
in increasing annual amounts of $6,000 until the 19th installment in 
the amount of $288,000. The 20th and final installment was to be the 
remaining balance of $130,666.66. The escrow agreement contained 
provisions for the release of 150 acres against each annual payment, 
for the privilege of prepayments with appropriate adjustments for 
interest, and for the deposit by the purchaser of $200,000 to be 
disbursed for off-site improvements upon instructions from Kensington. 
(I-R. 119.) 

The term "off-site improvements" comprehended two things: (1) 
the bringing of utilities, viz., paces sewer, gas, electricity, and 
telephone, from a point distant from the boundaries of the property 


being developed up to the boundaries of such property; and (2) the 


Sui 

miscellation Of a utility, e.g., a water main, on the property being 
developed, which utility is larger than required to serve such 
property but which is nevertheless required by the City of San Diego 
in order to be available to serve further outlying property in the 
path of future development. With regard to these latter "off-site 
improvements," the city generally paid the difference between what 
the property being developed required and what the city insisted upon 
for purposes of future property development. (I-R. 119-120, ) 

Freeland provided $70,000 towards the $100,000 down payment. 
Berger borrowed the other $30,000 with Freeland acting as guarantor 
of the loan. (I-R. 120.) | 

In the process of trying to raise the $200,000 deposit, Freeland 
contacted the General Petroleum Corporation, seeking a loan. As part 
of the attempt to borrow the funds, a letter was sent on September 1, 
1954, over Freeland's signature, but without identification as to the 
capacity in which he was signing, to General Petroleum Corporation's 
representative in San Diego. The letter proposed that the corpo.ation 
lend the necessary funds in exchange for exclusive service station 
sites within the contemplated 4,500-acre development. The letter also 
stated that a master plan for the development of the entire k 500 
acres was being completed and that it was proposed to start immeciately 
the development of approximately 2,000 homes. The letter further 
stated that it was anticipated that a minimum of 4,000 homes would be 
constructed and occupied within three years and that, after the points 


involving financing the off-site improvements, completing the master 
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plan, and selecting the location of the first 2,000 homes had been 
settled, consideration would be given to the sale of acreage to 
subdividers capable of proceeding with the development in a 
satisfactory fashion. After due consideration, General Petroleum 
declined to provide any funds. (I-R. 120-121.) 

After several unsuccessful attempts to raise the $200,000 from 
various other sources, Berger's associates in a development operation 
consisting of a joint venture of several corporations, known as 
"Country Club Park" (for which Freeland individually acted as a 
consultant before various governmental agencies), agreed to put up 
the $200,000 for the off-site improvements. In return, this group 
(hereafter referred to as the "Barenfeld-Glaser Group") received a 
20 percent interest in the Berger-Freeland partnership. (I-R. 121.) 

On October 21, 1954, the Lake Murray Development Company, a 
California corporation (hereinafter referred to as "LMDC"), was 
incorporated for the purpose of subdividing and developing land and 
constructing homes thereon. ILIMDC was capitalized with funds that were 
advanced by the Barenfeld-Glaser Group. The stock of LMDC was held 
by Herbert Glaser, an attorney, as trustee for the benefit of the 
corporations which comprised the Country Club Park joint venture. 
Berger was the initial president of LMDC and Herbert Glaser was its 
secretary and attorney. Neither Freeland nor Lowthian was an officer, 
director, stockholder, or investor in LMDC. Other principals included 


Sam Glaser, the father of Herbert, and Jack Barenfeld. (I-R. 121-122.) 
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Shortly after October 21, 1954, but prior to October 26, 195h., 
Sam Glaser and Jack Barenfeld caused $200,000 to be advanced by the 
Country Club Park joint venture to LMDC and thence from IMDC to the 
Berger-Freeland partnership, Sam Berger Investment Company (hereinafter 
referred to as "SBIC"). On October 25, 1954, SBIC caused the $200 ,000 
to be deposited in the escrow covering the purchase of the 4,500 acres. 
On October 26, 1954, the escrow was closed and title in the land was 
vested in SBIC subject to a deed of trust for the unpaid purchase 
price. (I-R. 122.) 

On or about October 26, 1954, SBIC and LMDC entered into an 
option agreement, which was sub sequently reduced to writing and 
executed on November 23, 1954. Partial consideration for this option 
was the fast that Sam Glaser and Jack Barenfeld had caused LMDC to 
provide the $200,000 to SBIC to enable it to close the escrow. The 
agreement gave LMDC an option to purchase 500 acres of land lying 
within a larger parcel of approximately 800 acres im the southeast 
corner of the property for a price of $2,000 per acre. (I-R. 1°2.) 
The option agreement further provided in pertinent part (I-R. 122-123): 

(a) That SBIC was to release from the Kensington escrow a 
minimum number of acres per year in order to prevent a lapse of its 
right to continue to release acreage. 

(>) That if LMDC purchased less than 150 acres per year under 
its option, SBIC had the right to sell the unpurchased difference. 

(c) That IMDC realized that SBIC had an oral arrangement with 


"other subdividers" to purchase portions of the 800-acre parcel within 
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which the 500 acres subject to the option was encompassed. 

(a) That SBIC would cooperate with LMDC in filing the necessary 
maps and in expeditiously completing the building lots. 

(e) That LMDC would submit to SBIC all its contracts with 
subcontractors for all items of work so as to guarantee that the cost 
would not exceed a certain minimum. 

(f) That LMDC should be reimbursed by SBIC for expenses ara 
excess of the stipulated maximum per lot cost of development, and 
SBIC would retain, as profit, any funds remaining in the trust fund 
established for lot development. | 

(g) That SBIC would be liable for all off-site improvement costs 
in excess of the $20,000 originally advanced by LMDC. 

On November 23, 1954, the date on which the option agreement 
between SBIC and IMDC was signed, a formal limited partnership 
agreement was also executed by all of the general and limited partners 
in SBIC. This agreement was effective as of August 6, 1954. Under 
the terms of the agreement, Freeland, with a 32 percent interest, and 
Berger, with a 20 percent interest, were the general partners. lLowthiar 
with an 8 percent interest, was Freeland's designee and was a limited 
partner. The HAB Trust and the MLB Trust, each with a 10 percent 
interest, were Berger's designees and were limited partners. The final 
20 percent was a limited partnership interest held under the name of 
Lake Murray Trust No. 1. The interests of the HAB Trust and the MIB 
Trust in SBIC were created by Sam Berger for his two sons, Harvey A. 


Berger and Marshall L. Berger. Sam Berger was the sole trustee of the 
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HAB Trust and the MLB Trust. Neither the beneficiaries of these 
trusts, Harvey A. Berger and Marshall L. Berger, nor the trusts 
themselves held any interest in LMDC. The 20 percent interest in SBEC, 
held under the name of Lake Murray Trust No. 1, was established for 
the benefit of Jack Barenfeld and Samuel Glaser. Ata later date, 
Barenfeld and Glaser gave 10 percent of their interest in this trust 
to the other members of the Barenfeld-Glaser group. (I-R. 123-124.) 

The preamble to the SBIC partnership agreement provided that the 
purpose of the partnership was to engage "in the business of buying, 
selling and developing land upon the real property commonly known as 
the Third Annexation of the Waring Property consisting of approximately 
four thousand five hundred (4500) acres of land in the City of San 
Diego, State of California." (I-R. 125.) 

The body of the agreement provided, inter alia (I-R. 125-126): 

(a) That the term of the partnership would be 10 years. 

(b) That each partner, general or limited, was prohibited from 
selling, assigning, or transferring his interest in the partnership 
to any person other than another partner but that the agreement would 
subsequently be amended to resolve the question of the withdrawal or 
sale by the partners of a partnership interest. 

(c) That Freeland and Berger were to contribute $70,000 and 
$30,000, respectively, to the partnership but further that they could 
withdraw said sums from the first monies available to the partnership. 

(d) The general business policy of said partnership in all 
questions relating to the management of its business should be determined 


by the mutual consent of the general partners. 
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(e) Both general partners were to have full management | 
and control. 

(f) Freeland was to receive an engineering fee of $25 per lot 
(in addition to any other engineering fees) from the first 2,000 lo 
"developed or sold by the partnership to third parties." 

(gz) That in the event the general partners could not agree, ft) 
problem would be submitted to arbitration. 

After the closing of the Kensington escrow on October 26, 195] 
Berger was anxious to get LMDC activated. The engineering partners! 
and Freeland, as consulting engineer for LMDC, commenced applying f 
the necessary permits and wineaith various city departments in 
order to get necessary city approval. Freeland's engineering partn 
was also employed by LMDC and performed various services for LMDC 
relating to on-site development and off-site improvements. (I-R. IL 

On November 8, 1954, Freeland forwarded to the San Diego 
Planning Commission on behalf of LMDC a "Tentative Map Unit No. 1 
[Lake Park Development Property]." Unit No. 1 consisted of approxit 
50 acres to be subdivided into approximately 260-280 lots. Submitte 
at the same time were ten copies of a master plan map for the entir 
4,500 acres and ten copies of a master plan map of the 800 acres sul 
to LMDC's 500-acre option. The master plan map of the 4,500 acres 1 
an identical copy of that prepared for Kensington and Mrs. Waring 0: 
October 23, 1953, except that a portion of the lower right-hand sec’ 
of that map had been cut out and a new section representing Unit No. 
1 inserted. The map for the 4,500 acres indicated tentative locatit 


for schools, parks, and supermarkets for the entire tract. It showe 
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that, when fully developed, the 4,500 acres would yield an estimated 
16,000 lots. As a result of discussions with representatives of SBIC 
and IMDC concerning approval of the subdivision plan, the representatives 
of the San Diego Planning Commission understood that Unit No. 1 was 
the first unit in a planned development that would ultimately total 
4,500 acres. (I-R. 126-127.) 

On November 4, 1954, LMDC purchased 3.19 acres by a partial 
exercise of its 500-acre option. IMDC then commenced construction of 
seven model homes on this acreage. It was necessary for LMDC to bring 
off-site improvements to the Lake Park Property's southeast border in 
order to develop this acreage. In late Decembey 1954, the seven model 
homes were completed and opened to the public for inspection. The 
advertising campaign referred to a "City of Tomorrow" to be developed 
on the 4,500 acres. Freeland, though he was aware of such advertising, 
disapproved of it and so informed Berger. (I-R. 127.) 

On December 14, 1954, the City Council, on the recommendation 
of the Planning Commission, gave preliminary approval to the subdivision 
plan for Unit No. 1. Prior to December 23, 1956, IMDC, through its 
agent Freeland, submitted to the City Planning Department a tentative 
subdivision map for Units Nos. 2 and 3. Prior to January Th a. LG Ds 
LMDC similarly submitted a tentative subdivision map for Units Nos. y 
and 5. The size of the lots ranged between one-fourth of an acre and 
one-fifth of an acre. It was anticipated that 500 acres would produce 
between 2,200 and 2,400 lots. Units Nos. 1 through 5, if fully 


developed, would contain a total of approximately 3,000 lots and 
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covered the 800-acre parcel on which LMDC had a 500-acre option. 
(I-R. 127-128. ) 

The city, in considering a tentative subdivision plan, was 
concerned, inter alia, with the location and adequacy of schools, 
parks, shopping centers, and off-site improvements, including adequate 
water supply. Though an immediate proposal might concern only a very 
small number of acres, the city considered the development in terms of 
overall plans for the surrounding area. The city would not permit 
wasteful duplication of facilities such as two small water reservoirs 
where one larger reservior would be considerably more economical. 
(I-R. 128.) 

Both Berger and Freeland represented SBIC in negotiations with 
the San Diego Unified School District pertaining to the granting of 
options for school sites within Units 1 through 5. (I-R. 128.) 

On March 8, 1955, SBIC, through a letter signed by Berger, offere 
the School District school sites at a price equal to $2,000 per acre 
plus "the average off-site cost for the entire 4,500 acres of 
approximately $200 per acre," plus the cost of on-site improvements. 
Additional land for park and recreational purposes was offered on the 
same terms. This offer was not accepted by the School District. On 
September 23, 1955, SBIC, through a letter signed by Berger, offered 
the School District, for $1 each, options on school sites within Units 
1 through 5 at $1,900 per acre for usable land. SBIC also agreed to 
give the School District renewable options on specific sites of land 


selected by the School District on the remaining areas to be developed 


by SBIC. (I-R. 128-129.) 
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On July 26, 1955, the San Diego City Council adopted the Final 
Subdivision Map of College Ranch Unit No. 1, which map was filed and 
recorded in the County Recorder's Office on July 27, 1955. In July 
and August of 1955, LMDC partially exercised its 500-acre option and 
purchased an additional 146.93 acres from SBIC. IMDC then commenced 
development of Unit No. 1. IMDC also commenced the off-site 
improvement work for the 500-acre development. The principal aim in 
construction of these facilities was to provide adequate facilities 
for the 500 acres with minimum damage to the remaining 4,000 acres. 
(I-R. 129.) 

In December, 1954, or Janay, 1955, a series of disputes arose 
between SBIC and IMDC. Asa result of these disputes, LMDC and SBIC 
entered into an amended option agreement covering the 500 acres. The 
purchase price of the land was changed to $2,000 per acre for the 
first 250 acres and $1,800 per acre for all additional acreage. The 
"loan" of $200,000 by LMDC to SBIC was labelled a "credit," with LMDC 
entitled to recover any portion not used for off-site improvements, 
and no interest would be paid on the credit. ILMDC's prior oral 
agreement to pay Freeland $25 per lot for his personal service and 
counsel was reduced to writing. The agreement also eliminated the lot 
and off-site improvement cost guarantees by SBIC. (I-R. 129-130. ) 

LMDC engaged in the construction of 196 homes. By the summer 
of 1955, IMDC developed financial difficulties. In an attempt to 
remedy the situation, Berger sought a change in the amended option 


agreement permitting LMDC to acquire what he thought would be more 
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salable land. He proposed to develop land in the foothills of the 
mountain which would have a view of the lake. Employees of the 
engineering partnership prepared a feasibility study of the proposal, 
the conclusion of which was that the cost of off-site improvements 
would be prohibitive at that time. (I-R. 130.) 

Ultimately, LMDC was unable to overcome its financial difficulties. 
It became insolvent on May 4, 1956. LIMDC assigned to Phoenix Insurance 
Company of Hartford all of its assets, except that it retained the 
right under the amended option agreement to purchase 200 acres of land 
out of the 500 acres originally covered by the option. Since LMDC 
had already exercised its option to the extent of approximately 150 
acres, the portion of the option assigned to Phoenix only covered the 
right to purchase the remaining approximately 150 acres. Phoenix 
subsequently exercised this option. (I-R. 130-131.) 

Berger was blamed for mismanagement of LMDC and was himself in 
financial difficulty. In August, 1956, Carlos Tavares, representing 
a group of developers, including himself, approached Berger and offered 
to purchase his interest in SBIC. Tavares had been one of the 
developers approached by Freeland at the time of the annexation of 
the 4,500 acres. (I-R. 131.) 

On August 10, 1956, the Tavares group agreed to buy out Berger's 
interest and the respective 10 percent interests of the HAB Trust and 
the MIB Trust in SBIC for $950,000. Berger did not get Freeland's 
consent for the sale of his interest in SBIC as required by the 


partnership agreement. (I-R. 131.) 
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Tavares then approached Freeland in an effort to purchase his 
interest in SBIC or, in the alternative, to have Freeland join the 
Tavares group in the development of the SBIC land. Freeland told 
Tavares he was not interested in joining in the development and decided 
to sell out. lLowthian decided to sell out her interest as well. 
Freeland received $730,000 for his interest, while Lowthian received 
$220,000 for hers. In the agreement of sale, they consented to the 
purchase from Berger. (I-R. 131.) 

During the taxable periods portions of the acreage were utilized 
for grazing and the raising of barley. The partnership reported gross 
income from these sources in 1955 of $10,467.99 against total expenses of 
$27,609.92 (of which $15,319.51 represented real estate taxes) and in 
1956 of $17,958.50 against total expenses of $45,032.69 (of which real 
estate taxes represented $15,619.01). (I-R. 132.) 

Freeland did not wish directly to engage in subdividing and 
developing the land, either individually or through any other business 
form, because it would place him in competition with his clients and 
those of his engineering partnership and thus be financially injurious. 
(I-R. 132.) 

At no time material hereto was either Freeland or Lowthian 
individually a dealer in real estate or individually holding real 
estate for sale to customers in the ordinary course of business. 

(I-R. 132.) 

Although no improvements were made directly to the acreage not 

covered by the option to LMDC, the entire tract benefited from the 


off-site improvements made by LMDC. SBIC itself never epreculy 
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advertised, promoted, or otherwise engaged in active efforts to 
solicit for its land, nor did it authorize anyone to undertake such 
activities directly on its behalf. (I-R. 132.) 

Freeland, on behalf of SBIC, refused several unsolicited offers 
for the sale of portions of the acreage not covered by the LMDC 
option. (I-R. 132.) 

SBIC never purchased any real property except the 4,500 acres 
here in issue. The only sales of real property ever made by SBIC, 
aside from the 300 acres acquired under the 500-acre option to LMC, 
were (1) the sale of a fractional acre to the telephone company and 
(2) the sale of approximately four acres to the City of San Diego for 
a reservoir site as required by Kensington when SBIC purchased the 
land. The only other land transactions of SBIC involved the grant to 
the San Diego School District of options to purchase sites within the 
area to be developed by LMDC for three elementary schools and one 
junior high school. SBIC also agreed to grant further similar 
options to the School District when development proceeded beyond the 
initial 500 acres. At the time of the annexation of the 4,500 acres, 
the city had required the then owners to agree to sell school sites 
within the property, and Kensington passed this obligation along to 
SBIC. (I-R. 133.) 

Lowthian reported gain on her sale of her partnership interest 
in SBIC on the installment basis as long-term capital gain. (I-R. 


133) 


Shore 

The tax as disclosed on Lowthian's 1956 return was $4 085.34. 
The deficiency for 1956 was $10,231.29, the major portion of which 
represents the gain from the sale of taxpayer's partnership interest. 
(I-R. 133.) 

During 1957, Internal Revenue Agent George Colling was assigned 
to audit Lowthian's 1956 return. Colling specifically questioned the 
propriety of capital gain treatment of the sale of her interest in 
SBIC. SBIC's books and records were examined, as were many official 
city records. Colling concluded that Lowthian correctly reported the 
gain from the sale of her partnership interest as capital gain. On 
September 19, 1958, the District Director of Internal Revenue sent a 
letter to Lowthian accepting her 1956 return, subject to adjustments 
not material herein. (I-R. 134.) 

On April 26, 1962, the District Director approved the reopening 
of Lowthian's 1956 year "due to the amount of money involved and in 
the interest of being consistent" with the cases of the other 
partners in SBIC handled by another agent. On July 29, 1964, the 
Commissioner issued his statutory notice herein asserting that the 
sale of the partnership interest resulted in ordinary income. The 
period of limitations had been extended beyond that date by appropriate 
consents executed by Lowthian. (I-R. 134.) 

The Tax Court found (I-R. 134) that SBIC held the land in 
question primarily for sale to Pere re in the ordinary course of 


its trade or business. 
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The Tax Court held (I-R. 151) that the Commissioner had not 
abused his discretion in reopening taxpayer's previously audited 
+ncome tax return and assessing deficiencies in tax. 

SUMMARY OF ARGUMENT 

Although the sale of a partnership interest at a profit will 
generally result in capital gains treatment, the Internal Revenue Cod 
provides that if the gain is attributable, in whole or part, to 
substantially appreciated inventory, then to that extent, the gain 
will be taxed as ordinary income. The question here is whether the 
land held by a partnership constituted inventory. Taxpayer contends 
the land was an investment eres ne Commissioner contends that the 
land was primarily held for sale to customers in the ordinary course 
of the trade or business, i.e., inventory. 

When the partnership acquired this undeveloped land, it told 
the seller that the purchase price would be paid off in 3 years. It 
appears that the partnership would have had to sell the land in order 
to meet the annual installments of the purchase price because it had 
no other resources with which to make such payments. The seller of 
the land knew that the land would have to be improved before the land 
could be sold (the lack of improvements had caused the seller difficu! 
in selling the land) and presumably to insure that such improvements 
would be made, required that the partnership deposit $200,000 in eser 
for such purpose. However, Freeland testified that the partnership 
could not have developed the land, for such activity would have put 
him into open competition with developers in the area who were client: 


of his engineering firm. To overcome this problem, a corporation was 


hts ae 

set up in which neither Freeland nor taxpayer was a stockholder 

but in which Freeland was a consultant. With the exception of taxpayer 
and Freeland, all the effective interests in the partnership were held 
by persons peer ly involved in the corporation. By virtue of this 
interlocking relationship, the partnership could insure development, 
without revealing Freeland's participation, and as development would 
have progressed, the partnership would have sold the land either to 
the corporation or to other developers. However, this plan never 
reached full maturity for after having made improvements to the end: 
constructing some model homes and advertising them for sale, the 
corporation became insolvent. Shortly thereafter, one of the two 
general partners sold his interest to a developer and taxpayer and 
Freeland then sold their interests to the same developer. 

Taxpayer's major contention appears to be that relating the 
corporation's activities to that of the partnership's is not permitted 
because neither entity controlled the other. However, we submit that 
such argument lacks merit because it overlooks the realities of the 
situation. Contrary to taxpayer's contention, the facts readily reveal 
the interworking of the two organizations, with the common objective 
of having the tract developed and sold. The corporation supplied the 
$200,000 for off-site improvements and in return, was given an option 
on 500 acres. The partnership guaranteed to pay all off-site costs in 
excess of $200,000. Also, the partnership afterwards offered lanc to 
the school board in an apparent effort to enhance the value of the 


tract. Furthermore, the partnership had to have been assured that the 
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corporation was going to exercise the option, for it, the partnership, 
wes planning on using the proceeds of such a sale in order to meet the 
first 5 installments on the purchase price. Equally revealing is that 
the corporation, although only the owner of 500 acres, advertised its 
model homes as the forerunner of a City of Tomorrow to be built on the 
4,500 acres. Obviously then, both the partnership and the corporation 
were involved in one project, namely, to have the entire tract 
developed and sold. 

Taxpayer also appears to contend that even if there was at one 
time a purpose to sell the land, such purpose changed. This argument-- 
which is raised here for the first time--is predicated on the fact 
that the corporation became insolvent and went out of business. Howeve 
this fact hardly requires a conclusion, as taxpayer suggests, that the 
partnership's purpose automatically changed; it simply means that the 
partnership's plans for developing the tract and selling the land woul¢ 
not be done with the aid of the corporation. Moreover, the record 
shows that shortly after the corporation's demise, 80% of the 
partnership was sold, an unlikely event if the partnership had decided, 
when the corporation became defunct, to hold the property for 
Investment, 1.6.:, @ lone period.of time. 

The question is one of fact and should be reversed only if 
clearly erroneous. Insofar as there is ample evidence to support the 
Tax Court's finding that the land was held primarily for sale to 


customers in the ordinary course of business, it should be affirmed. 
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Taxpayer also contends that the Commissioner abused his 
discretion in reopening taxpayer's previously audited income tay 
return and assessing deficiencies in tax. The Commissioner, based 
on additional evidence, concluded that his original conclusion as to 
the tax treatment of the partnership interest was wrong and then, 
following all the procedures he has determined should be adhered to 
when a case is to be reopened, assessed deficiencies in tax. Taxpayer 
does not contest this but urges that a return cannot be reopened where 
the tax treatment depends on a question of judgment despite the fact 
that such a limitation is not contained in the Commissioner's statement 
of when cases will be reopened. We submit that the Tax Court was 
eorrect in concluding that there was no abuse of discretion in this 
instance. 

ARGUMENT 
a 
THE TAX COURT WAS CORRECT IN DECIDING THAT A 
PARTNERSHIP HAD BEEN HOLDING LAND FOR SALE TO 
CUSTOMERS IN THE ORDINARY COURSE OF ITS TRADE 
OR BUSINESS 
A. Introduction 

On November 26, 1956, taxpayer sold her partnership interest 
in SBIC. Normally, under the provisions of Section 741 of the Internal 
Revenue Code of 1954, Appendix, infra, the gain on such a sale would 
be taxed as capital gain. However, Congress recognized that this 


provision could be employed by members of a partnership to convert 


3 / All references are to the 1954 Code, unless otherwise stated. 
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ordinary income into capital gain. Thus, for example, if instead of 


selling the inventory directly, i.e., in the course of trade, which 
would result in the partners having ordinary income, the members sold 
their partnership interest, then under Section 741, the gain on the 
latter method would be taxed at the lower capital gains rates. To 
prevent such an abuse, Congress enacted Section 751, Appendix, infra. 
This section provides that to the extent that the gain on the salew@ga 
the partnership interest is attributable to substantially appreciated 
inventory, then to that extent, the gain will be taxed as ordinary 
income. In the instant case, all the parties agree that under the 
formulas contained in Section 751(d)(1)(A) and (B), the land is 
substantially appreciated. However, the point in dispute is whether 
or not the land constituted inventory of the partnership. Inventory is 
defined (Section 751(d)(2)(A)) as property described in Section 1221(1) 
and when reference is made to this latter section, it becomes apparent 
that this case involves a question which has given rise to much 
litigation: namely, whether property was being held for sale to 
customers in the ordinary course of taxpayer's trade or business. 

In the case at bar, the Tax Court found (I-R. 134) that the 
land held by SBIC was property held for sale to customers in the 
ordinary course of its trade or business, ives, inventory ton 
purposes of Section 751. This being a question of fact, the narrow 
issue on appeal is whether this finding was "clearly erroneous." 
Rollingwood Corp. v. Commissioner, 190 F. 2d 263, 265 (C.A. 9th); 


Richards v. Commissioner, 81 F. 2d 369, 370 (C.A. 9th); Yara 
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Engineering Corp. v. Commissioner, 344 F. 24 113 (c.A, 3d); Broughton 
v. Commissioner, 333 F. 2d 492 (C.A. 6th); Coffey v. United States, 
333 F. 2d 945 (C.A. 10th); Tidwell v. Commissioner, 298 F. 24 86 
ona. Leth) If not, then, in accordance with the usual standards of 
review, it is entitled to finality. Commissioner v. Duberstein, 363 


Wao. 270. 


B. The rtnership acquired and held the land 
rimarily for sale to customers in the 


ordinary course of its trade or business 


In determining whether or not property was being primarily held for 
sale to customers in the course of business, each case must stand on 
its own facts. However, because of the elusive nature of the question, 
the courts have developed guidelines in attempting to answer this 
ouestion. These guidelines include: solicitation, amount of sales, 
advertising, and length of time the property was held. Taxpayer 
notes (Br. 13) that all of these "normal criteria" are lacking here 
and appears to find fault with the Tax Court in not employing them in 
the instant case. But this case is unlike the usual case in that 
here the land was never sold by partnership (with the exception of 
500 acres), and, obviously, the guidelines would be of no assistance. 
Thus in the usual case, a taxpayer has or has not employed agents, 
advertised, subdivided, etc., in the course of selling his land. 

These facts (or lack of them) are then on the record and the trier of 
fact, by employing the guidelines, can conclude whether the property 
was simply an investment that was being realized (sold) or whether 


the property actually had been held for sale and sold to customers in 
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the course of business. But as noted, here the partnership did not 


engage in direct sales efforts and thus, of course, all of the “normal 


criteria" would be lacking. However, merely because the facts here 
preclude the use of these guidelines does not mean that the question 
as to taxpayer's primary purpose cannot be determined or that the 
question must, as a matter of law, be resolved in taxpayer's favor; 
rather, taxpayer's primary purpose in holding the land is simply more 
difficult to determine. Accordingly, what was said at the ouvsen, 
namely, that each case in this area rests on its own facts, has 
particular importance in the case at bar. We submit that when all the 
facts of this case are examined, it is clear that from beginning to 
end, the partnership's primary purpose in acquiring and holding this 
land was for sale to customers in the ordinary course of its business. 
Prior to selling the land to “oe the then-owner, Kensington 
Heights Company, had, with Freeland's assistance, made extensive 
efforts to sell the raw acreage to subdividers and developers. These 


As noted previously, taxpayer contends (Br. 4, 17-18) that the 
imputation of the motives of Freeland and/or the other partners to 
her if erroneous. She urges that no matter what the other partners 
had in mind, she only intended to invest in the partnership and 
therefore, her gain should be taxed as capital gain. We submit 
taxpayer's contention is fallacious and her reliance on this Court's 
opinion in United States v. Rosebrook, 318 F. 2d 316 is misplaced. In 
Rosebrook, taxpayer was the beneficiary of a trust and the trustee had 
invested the trust's assets in a joint venture. There was no question 
that the joint venture had acquired and was holding the land for sale 
and in fact, the other joint venturers had agreed to dissolve the join 
venture, hold the land for six months as tenants in common and then 
convey the property to a corporation in which the principal contributo 
of the joint venture also held interests. After the dissolution of th 
joint venture and while the property was being held for the six-month 
period, the trust was dissolved and the trust's assets, including the 
interest in the land, was transferred to the taxpayer. When the six- 
month period had passed, the tenants in common conveyed the land to 
the corporation. Taxpayer, upon the advice of her father, who had bee 
(continued on next page) 
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efforts proved fruitless, the reason being (in Freeland's words ) 


(II-R. 47): 


Too far in the future. Wasn't ready for development. 
Market couldn't absorb--too expensive on account of 
the off-site work. In other words, there was too 
much other property as close in or closer-in that was 
more economical to develop and adjacent to the 
utilities that would be just continuing on with 
their present development. They were not interested 
in developing a new area. (Emphasis supplied.) 


Le] (continued from previous page) 


a principal contributor in the joint venture and who had, as trustee, 
invested the trust's assets in the joint venture, also Joined in the 
conveyance. The Commissioner urged that as a matter of law the intent 
of the joint venture must be imputed to taxpayer so that taxpayer 
must be considered to have had the same intention as the principals 
in the joint venture, i.e., to hold the land for sale. This Court 
rejected such a contention as a matter of law and noted that the facts 
were in taxpayer's favor, for (pp. 319-320): 


Here the Taxpayer's trustee acauired property in 
a joint venture without Taxpayer's knowledge of either 
the interest acquired or the nature of the venture. 
Prior to the time there was a sale, Taxpayer received 
all of the property in her trust estate. She received 
it without any conditions and without any obligation 
Goecelieher interest in the jointly held property #o 
a corporation in which she had no interest and which 
was owned and controlled by the organizers of the 
Womdibeventure, who intended to operate it for their 
anivmnigc Her profit. Im our view their intent may not 
be imputed to her. 


The facts of the case at bar are in marked contrast to those of 
Rosebrook. Here taxpayer willingly made her own decision to enter the 
partnership; she invested her own funds; and also agreed that not only 
would she not take part in the partnership but that the general partners 
would determine the general business policy of the partnership. (Pet. 
Ex. 15.) Equally important is the implication that taxpayer was willing 
to do whatever Freeland intended to do. Thus taxpayer testified that 
she was interested in the partnership because Freeland was a general 
partner and because he sold out, she did likewise. (II-R. 185.) To 

be noted is that Freeland's option agreement with Tavares (Pet. Ex. 

34) specifically provided that unless there was a concurrent closing of an 
escrow with taxpayer, then Freeland's escrow would not close (Pet. 

Ex. 34, Sec- 9, pp. 4-5). Therefore taxpayer's contention that the 

Tax Court was in error in finding that Freeland's tax treatment would 
control taxpayer's tax treatment is a contention devoid of merit. 


oe 
Kensington, unable to sell the land, then offered it to Freeland 
who, together with Berger, decided to form SBIC. Kensington's terms 
of purchase were rejected and SBIC submitted its plan for financing 
the purchase. (TII-R. 50.) All the negotiations were conducted by 
Berger who indicated that the entire area would be developed as soon 
as possible and that the purchase price would be paid off in about 
three years. (I-R. 118-119.) Because it had been unable to sell the 
land to developers because of the lack of off-site improvements and 
because, as will be discussed below, the financing arrangement had to 
be predicated on development, it appears that Kensington wanted to 
insure that development of the area would in fact take place for it, 
Kensington, inserted in the purchase agreement a requirement that SBIC 
would deposit $200,000 in escrow for off-site improvements. As the 
Tax Court observed (I-R. 139): "This is a peculiar requirement for a 
seller to impose in a mere sale of raw acreage. Granted that such sum 
would not cover off-site improvements for the entire 4,500-acre tract, 
the imposition of such requirement mirrors the vision of development 
which the parties, including SBIC, had in mind." 

As mentioned above, Kensington, by inserting the $200,000 deposit 
requirement, was attempting to insure that development would take 
place. It appears that the reason for Kensington wanting development 
was that its financing arrangement with SBIC clearly was predicated 
on the assumption that the purchase price would come from the proceeds 
of a development. Thus the total consideration was $4,676,666.66 


(including interest), with $100,000 down and 20 annual installments. 
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The first installment of $180,000 was to be paid one year after the 
purchase and each of the remaining installments would be increased 

by $6,000 until the 19th payment of $288,000. The 20th installment 
would be in the amount of the balance, $130,666.66. (I-R. 1103) ie 
was contemplated that the proceeds from the sale of 500 acres to LMDC 
would pay the first 5 installments. This would mean that approximately 
$3,500,000 still remained to be paid from that point on. Freeland's 
response as to how this large balance was to be paid was (II-R. 73) 


that there were no definite plans as to how this would be done but it 


_5/ 


would be taken care of when the need arose. The Tax Court rejected 
this highly unlikely arrangement, concluding instead (I-R. 139): 


The lower payments in the earlier years seem tous 
Morewlmincckhy LO rejlect the understanding of the 
parties that development would be the generating 
source of the funds rather than, as petitioner 
suggests, the desire of SBIC to hold down the 
amounts reguired to be paid until it had had an 
Opportunity to realize on the anticipated 
appreciation in value. 


5/ Actually Freeland suggested that, assuming the land increase, 


SBIC could borrow against the land. We submit that this is completely 
unlikely for even if the land did increase, it would be already 
burdened with a $3,500,000 deed of trust and it is difficult to 
envision who would lend money against such collateral. Moreover, even 
if other loans could have been obtained, where was the capital to 
come from to pay this added indebtedness? 


As for Freeland's other possible source of funds, i.e., 
contributions from the partners, this is extremely qoubciul. Berger 
had been able to raise no more than $30,000 of his $100,000 share for 
the down payment and Freeland had to guarantee Berger's loan of $30,000. 
Thus he hardly could be relied upon to contribute anything substantial 
towards a $3,500,000 debt. Furthermore, although some of the partners 
were wealthy men, to raise the $3,500,000 would have meant that they 
would have had to liquidate all their other assets, including business 
interests, and devote all of the capital to a tract of undeveloped 
land. This too, we submit, is hardly a likely assumption on whieh to 
contract a $3,500,000 debt, especially when there was no agreemeny by 
the parties that there would be contributions. 
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Moreover, in an attempt to raise the $200,000 deposit, a letter 
‘as sent to General Petroleum Corporation seeking to have that 
corporation lend the necessary funds. The letter stated that a master 
Plan for one -eneine 4,500 acres was being completed; that it was 
proposed to start development of 2,000 homes; and that a minimum of 
1, ,000 homes would be completed and occupied within three years and 
following this, consideration would be given to subdividers caparle 
of proceeding with the development in a satisfactory manner. Although 
General Petroleum declined to provide the funds, this letter is further 
evidence that development of the entire tract wes being planned. 

All of the foregoing discussion amply demonstrates that SBIC 
wes hardly planning, as Freeland contended (II-R. 71-72), to purchase 
the land, do nothing with it for 1O years, and at that Lime comerder 
what to dO with it. Rather, these facts indicate quite Strong) ma ca1an 
development was the primary purpose of acoviring the land. Indeed, 
in light of the financing arrangement with Kensington, it appears that 
development was a virtual necessity. We submit that had nothing 
joiner Occurred other than taxpayer seijing her interest in oble, 
these facts alone would have justified a finding by the Tax Court 
that SBIC had acquired and held the land for sale to customers in the 
ordinary course of business. As for the later developments, these, 
as will be shown, confirm that SBIC held the land for sale, not for 
investment. 

As indicated, SBIC's purchase of the land was clearly predicated 
on the assumption that the tract would be developed. Because of his 


efforts on behalf of Kensington Heights Company, Freeland knew that 


a3 )< 
Mere of the adcvelopers operating in the areca wero interested in thic 


tract. SBIC could not develop the tract due to Freeland's decira 


t! ry Mv a A e ° e386 
feet directly * * * cneage in subdividing and developing the 


Jand, either individually or through any other business pRercce ame 


SIG LAGE, 


4 


fe olla place hin in competition with his clients ana those of hir 
engineering partnership and thus be financially LiMriouc, | Cary 
2. ) This fact makes it readily apnarent thet a solution hod to be 
found whereby develomment, which had to be done to generate funds Zor 
the annual payments, could be insured and possibly rerulavcec by oie 
Paceyeussoncioy not reveal Preeland's role in thas funetion. ‘We 

submit that the problem was solved by the creation of IMDC. Taxnaver 
objects (Br. 13-15) to relating LMDC's activities to SBIC, as the Tax 
Court did, apparently on the grounds that there was no showing thet 

Pie temo, Common control of these tivo entities. However, Es (a 
DewonGm@mmenecre were suriicicnt common interests in these tio entities-- 
CluMetrummeourn direct ownership or because of financial consicers.ions-- 
Creer i Ncuiiy relating their interests, 

Mesoiee viet it partakes of a labyrinth, the record does reveal 
just how inter-related LMDC and SBIC were. All of LMDC's stock ~.as 
Gbelcdein trust by Herbert ae as trustee for the corporations which 
made the Country Club park Fotnt venture. (I-R. 121, II-R. 25/- 
258.) It appears that the members of the Country Club Park joint 


Nie aya as 
venture were: Sam Glaser; Jack, Charles, and Sam Barenfeld; Herver™ 


Glaser; and Herbert Glaser's grandfather. Sam Glaser was Herbert's 


Sometimes in discussing the Country Club Park joint venture , 
reference is made to Chula Vista. It appears that Chula Vista is 
a location (development) in California where the Country Club Park 
joint venture was building houses. (II-R. 255-256.) 


oy 
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father and the three Barenfelds were uncles of Herbert. (II-R. 255: 
256.) As for the corporations, Sam Berger held a 20% interest in each 
and Herbert Glaser held a 10% interest in each. (II-R. 257.) Insofar 
as the Barenfelds and the Glasers controlled the joint venture, we 
submit that it is a fair and reasonable assumption that they held 
sufficient interests in the various corporations so as to control them 
Looking at the ownership interests in SBIC, it is apparent that, 
with the exception of Freeland and taxpayer (who together owned 40% 
of the partnership), all the effective interests in SBIC were held by 
persons directly involved in LMDC. Thus Berger held a 20% general 
partner interest and had control of 20% of the limited partnership 
interest (as trustee for the HAB and IMB trusts). (I-R. 124.) Berger 
was also president of IMDC. (I-R. 121, II-R. 258.) The remaining 20% 
was held by Lake Murray Trust No. 1, which originally consisted of 
Jack Barenfeld and Sam Glaser, but these two gave a 10% interest to 
the other members of the Country Club Project. (I-R. 124.) Moreover, 
SBIC's Limited Partnership Agreement provided that in the event of 
policy ditverences between the general partners, a poard oF 
arbitration would be convened. Of the two specified arbitrators 
(who would choose the third), one was Herbert Glaser, who, of course, 
as trustee, had complete control over IMDC. (Pet. Ex. 15, oe om 
Freeland's lack of ownership in IMDC is readily explained by 
his desire not to compete directly with his other clients in 
development. Insofar as taxpayer was Freeland's private secretary 
in his engineering work and his nominee in SBIC, presumably this was 


why she also was not a stockholder in IMDC. However, it does not 
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follow that Freeland had no interest in LMDC's affairs for he apparent] 
pare ve 


was to receive a fee from LMDC of $25 per lot (I-R. 130), and his 


engineering partnership was employed by IMDC (I-R. 126). It is possible 
that Freeland hoped that as consultant to IMDC and through his 
engineering partnership, he could exercise some control of LMDC's 
affairs, even though not a stockholder. 

Clearly then, taxpayer's contention that there was no common 
control is to insist upon the formality that she and Freeland, aor 
example, had to be stockholders of record in IMDC; "But the tax law 
deals in economic realities, not legal abstractions * * *." Commissioner 
v. Southwest Expl. Co., 350 U.S. 308, 315; Weinert's Estate v. 
Commissioner, 294 F. 2d 750 (C.A. Sth). 

Omee Unevinverioeking relationship of the two entities is 
recognized, it makes it relatively simple to understand other facts 
Cig weace. (nis ib is Gasy to see why, in the original plan 
between LMDC and SBIC, the latter guaranteed that the cost of off-site 
improvements would not exceed Pee that 20s cost of che 
homes to be constructed and sold would not exceed fixed amounts. (I-R. 
143.) As the court stated (I-R. 143): "Such undertakings are unusual 
on the part of a pure seller of acreage and are indicative of a plan 
for the partners of SBIC to be involved in active development." 

Also to be remembered is that Freeland testified (II-R. 73) 
that the sale of 500 acres to LMDC would generate sufficient income 


to pay for the first 5 or 6 annual installments. To purchase the land 


7 | The same agreement provided that IMDC deposit $200,000 for 


off-site improvements. (I-R. 142.) Thus SBIC was imposing the 
same condition on IMDC as had been imposed on it, SBIC, by 
Kensington Heights Company. 
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on this basis, it is obvious that SBIC hed to be sure that LMDC would 
rurchase 500 acres. (LMDC had only an option to purchase which, of 
course, it was not required to exercise.) As the Tax Court concluded 
(I-R. 142-143): "These interlocking participations provided the real 
guarantee that the option would be exercised." 

In similar fashion, the interlocking relationship explains why 
IMDC was able to advertise, when IMDC's model homes were shown tO. tine 
public, that a "City of Tomorrow" was to be developed on the entire 
1,500 acres. (I-R. 127.) It also explains how SBIC, through 
Berger, was able to represent to Kensington that the entire purenace 
orice would te paid in three years. (I-R. 119.) Further confirmation 
that Kensington was to te paid in a short period of time is found in 
the fact that while the SBIC-Kensington contract provided for a 20 
year pay-out, SBIC's partnership agreement provided that SBIC was to 
have a verm of 10 years. And, of course, as the Tax Coury obceryed 
(I-R. 143-144): 

A further indication of SBIC's involvement in 
the development activities of LMDC is contained in 
the price at which acreage was sold to it by SBIC. 


The purchase from Kensington and the grant of the 
option to IMDC took place at the same time. Yet, 


B/ Although Freeland contended (TI-R. 127) he disapproved of such 


advertising by LMDC, it is interesting to note that SBIC's efforts to 
have the School District acquire acreage for schools, parks, and 
recreational purposes (I-R. 128-129), if successful, would have been 

a significant aid towards the creation of a "City of Tomorrow" on the 
tract. At the very least, SBIC's efforts, again if successful, would 
have enhanced the value of the land and such efforts cast considerable 
doubt on taxpayer's contention that SBIC was simply a passive holder 


of raw acreage (which it hoped would increase in value over a period 
of years). 


- 35 - 


IMDC was required to pay $2,000 per acre although 
SBIC acquired the land from Kensington at $1,037 
per acre ($800 plus interest). The discrepancy in 
price is substantial. We recognize that a small 
portion of the discrepancy may reflect the fact 
that some of the acreage would be devoted to joiblelinive 
purposes such as streets, parks, etc. Perhaps the 
acreage sold by SBIC to LMDC was more valuable than 
other portions of the total tract. Petitioners did 
not see fit to enlighten us on these scores. In our 
view, the circumstances strongly suggest that the 
Piteewuacwarbitrarily arrived at as a method of 
siphoning off to the common participants in SBIC and 
LMDC a portion of the latter's profit hopefully as 
long-term capital gains. In this connection, we 
note that, while Freeland did not have an ownershiv 
participation in LMDC, he could reap his financial 
reward from that entity via direct personal 
engineering fees and fees paid to his engineering 
partnership. 


[iieeteiowot att OF Lhis evidence, it is obvious that LMDC and SBIC 
were working in unison to implement SBIC's primary purpose--to sell 
the land which would in turn be developed. Or as the Tax Court 
concluded (I-R. 146): 

Wemtioiie that, fron the beginning, the partners in 

Pele imecnded to sell off the property as quickly 

as the area could be made ready for development and 

that to this end they planned actively and continuously 

to participate in sequential development efforts. 

IMDC was the primer for the entire project. It was 

the first vehicle to be utilized and the partners of 

SBIC were deeply involved in the activities of that 

enuLuy. 

Taxpayer next contends (Br. 15) that even if there was an 
inter-relationship between the two entities at one time, this 
relationship ended when LMDC became insolvent. Because taxpayer does 
not pursue this point, we are somewhat at a loss to understand what 


her argument is. If, as implied, taxpayer's contention is that once 


the inter-relationship ended, SBIC's original plan to sell the land 
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changed to one of investment, we submit that such contention is 


fallacious. This is because taxpayer faiis towappreciate that che 
decline of IMDC does not require that SBIC's purpose in holding che 
land had to change. Thus that SBIC intended to have the land developed 
in order to make sales of land is quite apparent in the record. Ecquall 
true is that SBIC was going to utilize LMDC as a vehicle to have the 
development get under way. LIMDC began to develop but then, because of 
financial difficulties, it went out of business. But this does not 
mean that SBIC's purpose had to change--as taxpayer appears to be 
urging--but only that SBIC might then have had to look for another 
developer. Stated differently, if a wholesaler is holding inventory 
for sale to a retailer and the retailer goes out of business, it does 
not follow that at that moment, the wholesaler's purpose in holding 

the inventory has changed, so that the wholesaler is now holding the 
items for investment purposes. In short, we disagree with taxpayer's 
contention that this fact--IMDC's demise--standing alone necessitates 

a finding that SBIC's purpose changed accordingly. 


9/ Taxpayer also suggests (Br. 15) that because of the impasse 


between Tavares, who wished to develop, and Freeland, who refused 
to join with Tavares in development work, this means that SBIC 
could not have any primary purpose and therefore, it was error to 
find that SBIC's primary purpose was sale. The flaw in taxpayer's 
analysis is that until Freeland and taxpayer sold their interests, 
at which time the sale by Berger to Tavares was consented Or 
Tavares had no standing, i.e., was not a general partner, to 
determine what SBIC's policy was or would be. 


= Ba = 

Moreover, the facts following LMDC's demise clearly show that 
SBIC did not change its purpose in holding the land. If anything, 
they reflect that from beginning to end, SBIC planned to sell ie, land 
to developers and when the first develover (IMDC) failed, then SpIc 
(through its partners) sold the land to another developer (Tavaree), 
thus LMDC's activities came to an end in May. On August 10, Berger 
sold his and the trust's interests. In less than a month, eos 
september 7, 1956, Freeland entered into an option agreement with 
favares, giving Tavares the right to purchase Freeland's and taxpayer's 
interests. (Pet. Ex. 34.) ‘The negotiations for sale of 80% of the 
oartnership occurring within four months from the time the purported 
>hange in purpose occurred casts considerable doubt that there ever 
gas in Tact an agreement to hold the land for investment. Also, it 
is difficult to believe that Berger would decide in May to hold the 
land for investment--which would mean making payments on the land 
out not having any income from the land--when presumably he was 
already in financial difficulties which necessitated his sale in August. 
[o be remembered is that Freeland claimed that SBIC would be able to 
fimemee tae land without selling it (that is, while being held as an 
investment) either by borrowing on the appreciated value of the land 
or by having the various partners make contribution. Not only 16. one 
record barren of any evidence that either procedure was even discussed 
xy the partners, but Berger's financial difficulties clearly demonstrate 
shat SBIC could hardly have purchased the land on the assumption that 


she partners would supply the necessary funds as required. 
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Furthermore, if SBIC had changed its purpose, what then accounts 
for Freeland and taxpayer selling their interests? Although Freeland 
testified that his sale was against his desires (II-R. 94), this hardly 
goes to answer the question why Freeland would sell out after purported 
having decided to hold the land for investment. Insofar as Freeland 
was a general partner, he could have had Berger's sale to Tavares set 
aside (Freeland agreed to Berger's sale as part of his, Freeland's, 
sale agreement with Tavares). Also, even if Berger's sale had been 
accepted by Freeland, Freeland still was one of the two general 
partners and hence, could have insisted that the alleged reason for 
SBIC's holding the land be continued, i.e., investment. 

The foregoing discloses that any contention by taxpayer that 
LMDC's demise brought about a change in purpose is a Bee 
without merit. As the Tax Court stated (I-R. 136): 

piMitariy, the record shows clearly that the plane 

or SBIC at the time of acquisition of the property 

COubinued To s0vern its Subsequent activities so 

that we are not faced with a situation involving a 

change of purpose. 

This then brings us to taxpayer's last contention (Br. 16), 
namely, if the gain results solely from the fact that the land has 
appreciated in value, then the gain has to be taxed as Capital saan. 
Taxpayer's point is not well taken for it is somewhat of a boot strap 
argument. Thus if the trier of fact determines that the land was 
simply held as an investment, then the gain is capital gain. If 
however, the trier of fact determines that the lana was being held 


for sale to customers in the course of brace, 156€., not ae an 


investment, then taxpayer would have the Court determine if the land 
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increased solely from outside forces (growth Ola ei iy. even ei eae 
so, then the Court would have to say the land was en investment. If 
Pepethem tie Court s entire incuiry as to the purpose for which the 
land was being held would be vitiated by this one fact. (rue, tucines. 
activities will usually result in a higher price for the land tut if 
a dealer bought acreage, admittedly held it as part of his Nighi eloueronan 
making many efforts to sell, and then the land increuses because 
a business has decided to locate nearby, then taxpayer would urge the 
land had not been held for sale to customers. ‘We submit that such a 
conclusion would be contrary to the capital gains provisions. Even 
if taxpayer's analysis were correct, the fact is that the land 
increased because of development work, not because of appreciation. 
Thus Tavares stated (Dep. 19-20) that development of the 150 ae 
had increased the value of that land and the sentinioue eee as 
well. In other words, the work done by LMDC, which presumably 
ineluded some--if not all-- the off-site improvement work required 
by SBIC gave rise to the land's increase in value. Insofar as SBIC's 
agreement with LMDC virtually assured that the work would be done, 
the development work, although done in LMDC's name, must be attributed 
to SBIC. Accordingly, it is not unrealistic to say that SBIC's efforts 
gave rise to the increase in value. 

In the final analysis, the Tax Court found that taxpayer Gidéneat 
carry her burden in proving that this land was not being wrinariiy held 
for sale to customers in the ordinary course of business. There is 


ample evidence in the record to support this finding and taxpayer has 


not shown it to be clearly erroneous. 


ay Ores 
ARGUMZNT 
Lede 

THE TAX COURT WAS CORRECT IN DECIDING THAT THE 

COMMISSIONER HAD NOT ABUSED HIS ADMINISTRATIVE 

DISCRETION IN REOPENING TAXPAYER'S INCOM® TAX 

RETURN WHICH HAD BEEN PREVIOUSLY AUDITED 

Unless there is a closing agreement pursuant to Secu lon. (heim 
a court decision, or the bar of the statute of limitations, there is no 
statutory restriction on the Commissioner reopening: a previously 
audited return. However in order to insure that taxpayers will not be 
unduly inconvenienced by repeated audits, the Commissioner has set up 
an edministrative procedure to te followed when a previously audited 
return is to be reopened. Rev. Proc. 59-25, 1959-2 Cum. Bull. 938 
Avpendix, infra (superseded by Rev. Proc. 63-9, 1963-1 Cum. Bull. 438 
and Rev. Proc. 64-40, 1964-2 Cum. Bull. 971). | 
Rev. Proc. 59-25 provides that where there is additional 

information received by the District Director's office, either from 
within or from outside the Internal Revenue Service, a case may te 
considered for reopening. In the instant case, the Internal Revenue 
Agent who audited taxpayer's return testified (II-R. 242-243) that 
he had not examined any of the files of any of the partners of SBIC, 
other then taxpayer and Freeland. As has been discussed above, this 
case rests in large part on the knowledge of the inter-relationshinp 
of LMDC and SBIC and without knowledge of such inter-relationship, it 
could be seen why this Agent believed the gain should be taxed as 
capital gain. On the other hand, another Agent audited the returns 


of other partners of SBIC (II-R. 250) and, of course, any one of these 


Slit 
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other partners had a direct ownership in IMDC. Ovuviously then, thic 
Sigh 5 


other audit would have produced the additional information which 


presumably led to reopening taxpayer's previously audited return 


ane 
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this regard then, the Commissioner acted in accordance With ais 
acianistrative practice. 

hevVaeeroc. 59ae) also provides: 

It is the administrative practice of the Internal 

Revenue Service not to reopen cases previously closed 

by the District Director unless there has been 

Svectetioial! Error, both in amount and in relation to 

iicmuouals vax Liguilivuy, or there is evidence of 

fraud, malfeasance, collusion, concealment or the 

misrepresentation of a material fact. 
It is this provision that taxpayer contends (Br. 18-20) was not 
achered to herein. There has been no contention by the Commissioner 
Vieueuiercamaa any evidence of fraud, collusion, concealment, or tne 
misrepresentation of a material fact. Accordingly the question is 
whether there was a substantial error, both in amount and in relation 
to the total tax liability, so as to justify the Commissioner's 
reopening this case. In this regard, the Tax Court found (I-R. 159): 

The deficiencies assessed against * * * Lowthian for 

1956 * * * [is] $10,231.29, whereas the tax as disclosed 

by * ¥ * [the] return for 1956, is * * * $4,055.34. Thus, 

both elements of the substantial error test of 

beveeiProc., 59-25 have been met. 
Taxpayer contends (Br. 19) that substantial error does not have 
reference to dollar amounts but only to the kind of error. That is, 
where there is a factual case and therefore, judgment is involved, the 


original audit is controlling. We submit that such reasoning is 


fallacious because the Revenue Procedure specially relates error 


Sy ove 


els stion involved. Addrecsing 
to dolla: awount, not to the type of questio 


jtself to this contention, the Tax Court stated (I-R. 159): 


» * ¥ [Taxpayer's] error lies in s failure to note that 
“he Revenue Procedure is concerned only wich Cet bain 
types of "substantial erin, 5, vrouoler “both in amount 
ana in relation to the total tax liaLility. peers 

It would be paradoxical if "substantial error were 

to Gepend upon the analysis of the closeness of the 
very cuestion which the court is called upon to 

decide. (Taphasis supplied}. 10/ 


Accordingly, we submit that taxpayer nas in £0 way smoun ai, 
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abuse on the Commissioner's part in reopening her 1950 income tax 
seal, 
een. 


_!/ Taxpayer submits (Br. 20) that where a deduction is claived in 


error which is accepted by the agent conducting the audit, and if 
later the Commissioner reopened the tax return, this would not be 

an abuse of discretion. We submit that taxpayer's example differs 
little from the instant case and is a distinction without a 

difference. Thus we see little to distinguish the instant case 

from the case where an agent accepts taxpayer's deduction but later, 
additional evidence indicates that the expenditure should have been 
Capitalized. In both instances, there is a difference in tax treatmem 
yet taxpayer would say that to reopen the former tax return would he 
an abuse of discretion (i.e., this case) but this would not be so if th 
latter tax return were to be reopened. 


11/ Taxpayer's complaint (Br. 19) that the reopening of this case by th 
Commissioner has resulted in tremendous interest on the asserted 
deficiency was also presented to the Tax Court, which concluded 

(I-R. 150-151): 


Beyond the foregoing, we note that petitioners 
kept their returns open by voluntarily executing 
consents extending the period of limitations. They 
do not contend that any of these consents were invalid 
or that the period of limitations had otherwise run. 
The letter of respondent indicating the favorable 
disposition of the issue involved herein was dated 
September 19, 1958, and the case was not reopened 
until April 26, 1962, more than three-and-a-half 
years later. The petitioners had ample opportunity 
to protect themselves against the alleged abuse of 
discretion and the burden of interest about which 
they now complain. 
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CONCLUSION 
POr Siew foreroing reasons the decision of the Tax Court1e 


eerrecs ana snould be affirned. 
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APPENDIX 


Internal Revenue Code of 1954: 


smc. 741. RECOGNITION AND CHARACTER OF GAIN OR LOSS ON 
SALE OR EXCHANGE. 


In the case of a sale or exchange of an interest in 
a partnershiv, gain or loss shall be recognized to the 
transferor partner. Such gain or loss shall be considered 
as gain or loss from the sale or exchange of a capital 
asset, except as otherwise provided in section 751 (relating 
to unrealized receivables and inventory items which have 
appreciated substantially in value). 


(26 U.S.C. 1964 ed., Sec. 741.) 


SEC. 751. UNREALIZED RECEIVABLES AND INVENTORY ITEMS. 


(a) Sale or Exchange of Interest in Partnership.--The 


amount of any money, or the fair market value of any 
property, received by a transferor partner in exchange for 
all or a part of his interest in the partnership attributable 
to-- 


(1) unrealized receivables of the partnership, or 


(2) inventory items of the partnership which have 
appreciated substantially in value, 


shall be considered as an amount realized from the sale 
or exchange of property other than a capital asset. 


ry e Se 


(d) Inventory Items Which Have Appreciated Substantially 
in Value.-- 


(1) Substantial appreciation.--Inventory items of 
the partnership shall be considered to have appreciated 


substantially in value if their fair market value 
exceeds-- 


(A) 120 percent of the adjusted basis to the 
partnership of such property, and 


(B) 10 percent of the fair market value of all 
partnership property, other than money. 
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(2) Inventory items.--For purposes of this subchapter 
the term "inventory items" means-- - 


(A) property of the partnership of the kind 
Cecemibed in scetion 1221 (1), 


* % mi 
(26 U.S.C. 1964 ed., Sec. 751.) 
Rev. Proc. 59-25, 1959-2 Cum. Bull. 938: 
Section 1. Purpose. 


»Ol The purpose of this Revenue Procedure is to set 
forth the conditions applicable to the reopening of cases 


examined and closed in the office of a District Director 
of Internal Revenue. 


Bec. 2s Scope. 


.Ol For the purposes of this procedure, a closed 
case is any income, estate, gift, excise or employment 
tax return closed by examination in the office of the 
District Director, in which the taxpayer has been 
Netiitedean writing by the District Director of the 
adjustment in tax liability or the acceptance of the 
return as filed. 
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Sec. 3. Background. 


-Ol Cases closed in the office of the District 
Director may be considered for reopening as a result 
Gisacaveional information received by the District 
Director's office. This information may come from 
within or outside the Internal Revenue Service. 


* © * 


Sec. 4. Conditions for Reopening. 


.Ol1 It is the administrative practice of the 
Internal Revenue Service not to reopen cases previously 
closed by the District Director unless there has been 
substantial error, both in amount and in relation to 
the total tax liability, or there is evidence of fraud, 
malfeasance, collusion, concealment or the 
misrepresentation of a material fact. Reopening as the 
result of additional information received by the District 


ey 


Director's office must have the approval of the 
District Director, and reopenings recommended as a 
result of post review action must have the approval 
of the Assistant Regional Commissioner (Audit). 


